Drawing on a representative sample of firms, this paper presents some microeconomic evidence on the productivity growth process in Croatia since the onset of recession . Four types of results are highlighted. First, there is a persistent (and increasing) heterogeneity in the performance of Croatian firms along outcome measures. Second, Croatia lags behind regional peers in entrepreneurship measures, which suggests a comparatively lower economic dynamism. Third, the lack of dynamism displayed by the Croatian economy is confirmed when looking at the firm entry and exit process: the analytical results point to reduced firm dynamism compared with Croatia's peers in Europe and Central Asia. Fourth, the contribution of net entry to overall productivity growth in Croatia is surprisingly negative. This is contrary to what would be expected based on the literature and suggests that the process of "destructive creation" in Croatia has not been efficient, as the market might be eliminating firms that are potentially productive. Policies that foster market contestability should be pursued, especially policies aiming at better product market regulation (such as liberalization of entry into the service sector, particularly retail and infrastructure). Measures to help finance entrepreneurship (in promising sectors) should be used to support enhancements in firm productivity. In addition, appropriate bankruptcy rules play a key role by easing the exit process and allowing low-productive units to leave the market and free resources that can be better used by other, more efficient, firms.
Context and Objective
Croatia's economic achievement over the beginning of the 2000s decade looks notable. In the 2003-08 period, growth in incomes and the country's economic expansion were fueled by a growth pattern based on domestic consumption, growing current account deficit and increasing dependence on international finance. In this period, the Croatian economy experienced healthy rates of growth averaging 4.31% per annum and saw GDP per capita rise from 22.84% of the EU average to 37.8% between 2000 and 2008, falling back to 34.34 % in 2012 (see Figure 1) .
The global financial crisis in 2008, and the prolonged recession experienced so far has unveiled certain structural weaknesses of the Croatian economy. Since the beginning of global recession in 2008, the Croatian economy has been contracting steadily. The real GDP decrease in 2012 was 2%, while the estimates for 2013 indicate the further GDP decline of 0.7%. Starting from 2008, the cumulative GDP decrease is estimated to be 12%. Greece and Croatia are the two EU countries that have experienced the longest recession, and in the case of Croatia it seems that the recovery will be rather slow. As for the future growth, Nestić et al. (2014) forecast stagnation in 2014 and slow recovery (about 1%) in 2015.
Against this backdrop, Croatia needs to switch to a growth model driven by exports, current account surpluses and less dependence on international finance. To the extent that countries do not trade, but firms do (Leighton, 1970) , it is key to enhance the competitiveness of Croatian firms as a way to support a larger and more diversified exports, sustained growth and job creation. The main factors lying behind firm competitiveness -as size, organization, technological capacity and their ability to successfully operate in international markets -are ultimately related to firm-level productivity. In this sense, the main objective of this note is to present some microeconomic evidence on the productivity growth process in Croatia in the period since the onset of the crisis as a way to help formulate growth oriented policies. The aim of this paper is to present some microeconomic evidence on the productivity growth process in Croatia in the period since the onset of the recession.The paper is organized as follows: Section 2 describes the firm level data set used and the methodology applied and some descriptive statistics on firm performance measures. Section 3 explores firm heterogeneity while Section 4 focuses on firm dynamics and productivity growth. Section 5 concludes.
Methodology: Data cleaning, deflation process, performance measures and descriptive statistics
Our analysis was performed on a representative sample of Croatian companies. The sample consists of 2,000 firms obtained from the Croatian Financial Agency (FINA).
1 For large companies, a census was applied and all companies that had the status of large company during at least one of the analyzed years were included in the final data set. The rest of the sample was roughly equally divided between small and medium enterprises. For small and medium companies, two proportional stratified samples were constructed, one for small companies and one for medium-sized companies, with county and sector (two digit level) as control variables.
For both samples, the size of a sample in each stratum was specified to be proportional to the size of each stratum in 2012, and therefore the first stage in our sample selection process included creation of the table containing data on the size of each county-sector stratum. The next stage of the sample selection involved calculation of the share of each stratum in the population. Finally, these shares were then used to calculate the number of companies from each stratum to be selected in the sample.
The sample included 729 small, 719 medium and 552 large enterprises, as defined by the Croatian Law of Accounting.
2 Considering population sizes, this means that the sample contains a census of large firms, 55.5% of medium firms, and 0.97% of small firms. Within each of the three size groups, the sample is representative regarding sector and county. 3 Industry sectors are classified according to NKD2007 4 classification (Croatian equivalent of NACE Rev.2). The following sectors are excluded from analysis: K 64.1 (Monetary intermediation), O (Public administration and defense; compulsory social security), P (Education), T (Activities of households as employers) and U (Activities of extraterritorial organizations and bodies). In total, that leaves us with 81 sectors (2 digit specification).
The analysis covered all of Croatia's 21 counties, which are aggregated according to NUTS 2 regions.
5 Croatia has two NUTS 2 regions: Adriatic Croatia (7 counties/NUTS 3 regions) and Continental Croatia (14 counties/NUTS 3 regions).
The analyzed time period was from 2008 to 2012. Although data are available for further back in the past, January 1, 2008, marks the date when Croatia moved to NKD2007 (NACE Rev.2) national classification of activities and consequently many firms changed their sector codes. Tracking them back in time would take too much time and resources, and the marginal benefit they would bring to the analysis is simply lower than the extra costs included. Data was obtained for the years 2008, 2010 and 2012 Firms included in the analysis are both publicly and privately owned. The sample consists only of trade associations as defined by the Croatian Law of Trade Associations. 6 The distributions of firms in the sample with respect to counties and activity sectors are presented in Table A1 and Table A2 of Appendix A. All the tables and figures in this paper, unless stated otherwise, come from FINA data and our own calculations.
Before starting the analysis, the outliers were removed. First, observations for which values of employment, stock of fixed assets, material costs or value added (at factor cost) 7 are missing or equal to or less than zero are dropped from the panel. Second, observations with tangible fixed assets to employee ratio and value added to employee ratio greater (smaller) than 95th (5th) percentile in corresponding 2 digit sector and year are also dropped from the panel. After this process we are left with 1,419 firms (381 small, 594 medium and 444 large). 8 Taking into account that we track firm data in 2008, 2010 and 2012, we can have between one and three observations per firm (depending on whether the firm is a start-up, active during the entire period, or has left the market). That said, among the final sample of 1,419 firms, for 1,041 firms we have observations for all three years, for 193 we have observations for two years, and for 185 of the firms there is only one observation (i.e. for only one year). That being said, for some firms we were not able to identify whether they were active in those years for which we did not have the FINA data. Fortunately, FINA data included the personal identification number of each firm, and using that and the website Biznet.hr, 9 we were able to identify if a firm was active in the missing year.
10
All monetary values are expressed in Croatian kunas (HRK) . Nominal values are deflated with country or sector deflator to express values in 2005 HRK. Value added (at factor cost) and turnovers were deflated using sector deflators ("Price deflator gross value added by main branch") built on AMECO data set.
11 Sectors used in AMECO data set are: agriculture, forestry and fishing; industry excluding building and construction; building and construction; and services. Stock of capital, material costs, export and import values were deflated by "Price deflator gross domestic product at market prices," 12 also built on the AMECO data set. Both "Price deflator gross value added by main branch" and "Price deflator gross domestic product at market prices" were calculated using the formula:
Firms are further classified according to four main categories: size, ownership, macro sectors and international exposure.
Size classes are based on the (average) number of (full) time employees per year. Four size groups are defined: "1-9" (micro), "10-49" (small), "50-249" (medium) and ">=250" (large). Ownership category is built from FINA data that differentiates between 8 types of ownership which were coded by using the variable ownership, as described in Table 1 Tables 1(c) and 1(d) . Finally, export status is based on information on revenues from exports and was defined in the following way: if the revenue from export was greater than zero in a given year, the firm was classified as exporter for that year, otherwise it was classified as non-exporter. Similarly the firms that report expense of importing in a given year are classified as importers, and as non-importers otherwise. This classification extends to further division of firms into four groups according to international exposure: exporters only, importers only, exporter and importer, neither exporter nor importer. Table 2 (a) shows the final number of observations (not the number of firms) by region and by year used in the analysis. Table 2 (b) shows the number of observations per ownership structure, Table 2(c) per macro sector, and Table 2(d) does the same across sizes. In order to obtain a more detailed picture, from now on we divide small enterprises into those that have less than 10 employees (so called micro enterprises), and those with 10 to 49 employees (from now referred to as small enterprises). After deflating nominal values and drawing on information on the main activity as reported by firms, there is evidence that economic activity in Croatia is concentrated in a handful of sectors that represent about half of the country's turnover and employment (Table  3 (a), Table 3(b)). Retail and wholesale are by far the biggest employer and turnover generators; importance in terms of total employment that is three times higher than the combined share of employment represented by all the other manufacturing sectors listed among top 10 activities. Four main firm performance indicators were estimated: labor productivity, capital productivity, unit labor cost and total factor productivity (TFP).
TFP is defined as the Solow residual of the production function and is estimated using the methodology of Levinsohn and Petrin (2003) . A production function with output as dependent variable, and capital, labor and material costs as input variables was used. Specifically, output was proxied by real value added at factor cost; labor by (average) number of (full) time employees; material inputs by real material costs and capital by real stock of tangible fixed assets. In order to control for differences in production technologies across sectors, the TFP analysis estimates heterogeneous sector-specific (1-digit) production functions. Aggregation at this level (instead of at 2-digit level) is due to the fact that some 2-digit sectors have insufficient observations for estimation using methodology previously described. TFP computation on the firm level can be affected by large changes in revenue, capital or labor. For this reason we decided to do additional check for the 50 firms which exhibited the highest TFP change between 2008 and 2012. The reason for this exercise was to make sure that the big jump in productivity is not caused by things outside of the model, such as mergers in 2012, bankruptcy procedures which eliminated almost all the employees in 2012, etc. Using the additional information about firms' business activities from another web source (Poslovna Hrvatska) 13 , we eliminated 12 out of these 50 firms.
Tables 4(a) -4(e) display some descriptive statistics of these three performance indicators, plus real turnover and employment figures, across the analytical categories (region, size, macro sector, ownership and export status) in Croatia, for the whole 2008 -2012 period. Because of their intrinsic characteristics, firms are different from each other and this impacts the aggregate pattern of productivity or any other output measure of a country. When looking at aggregate measures of performance, even in sectors that are expanding, there are firms that are experiencing decline, while in expanding industries there are always outstanding expanding firms. In this sense, the aggregate pattern of performance -of a country or a sector -hides substantial differences in performance of individual firms. Exploring the firm heterogeneity is then particularly important from a policy perspective if one wants to prioritize investments or explore complementarities among firm characteristics. Figure 2 suggests that firms are different from each other, and the heterogeneity is increasing over time. The figure plots the actual distribution of labor productivity, capital productivity and unit labor cost for 2008 and 2012. Firms are ranked from left to right, starting with the biggest and ending with the smallest, as measured in terms of the distinct performance measures. Their cumulative contribution to the correspondent aggregate performance measure is measured along the vertical axis. Firms would be aligned along the 45 degrees uniform distribution if they were all the same along these characteristics. Evidence shows that firm heterogeneity is persistent and increasing overtime: the degree of concentration has been always high -in terms of labor productivity, followed by capital productivity and unit labor cost -and is getting even higher from 2008 to 2012. As a way to shed light on firm heterogeneity and further explore the differential performance across several analytical criteria we estimate the average difference of performance indicators across region/export status/size/ownership criteria when controlling for (2-digit) sector differences. For each analytical category (region/export status/size/ownership), we estimate a OLS model of log performance indicators on the respective criteria and sector dummies (NACE Rev. 2 code 2 digit sectors).
The estimated equation was of the form:
( 1) where perf.indic. denotes natural logarithm of performance indicators used (labor productivity, capital productivity and unit labor cost), category is the dummy variable for (region/export status/size/ownership), and nace_2d is a vector of dummy variables for each NACE Rev.2 code 2 digit sectors (except sector 28 which is the reference sector).
Results show that, with exception of unit labor cost, Adriatic region firms fare worse than Continental firms (Table 5 and Figure B1 in the Appendix B)
14 . In 2008 labor productivity was lower by 20.09% and capital productivity by 24.25%. However, this gap is slowly closing, especially in capital productivity (lag has been reduced by about 14 percentage points). Unit labor cost is consistently higher in Adriatic region by 8.6%. Figure B2 in the Appendix B show benchmarking according to trade integration status. The results show that trade integrated firms (i.e. those firms that are both exporters and importers) have better performance in all three indicators. Also, firms that are either exposed to international competition by exporting products, or connected to global markets through direct imports (most likely of intermediate inputs) perform better than the firms that operate solely on domestic market. Being "neither an importer nor an exporter" firm is then the worst "combination". In 2012, labor productivity of those firms was 51.76% lower when compared to trade integrated firms, their capital productivity was by 27.42% lower and their unit labor cost was by 27.72% higher compared to trade integrated firms. Small firms (from 10 to 49 employees) seem to perform better than large companies along all indicators (Table 7 and Figure B3 in the Appendix B). They have higher labor productivity (42.15% higher than large firms in 2012), higher capital productivity (51.47% higher than large firms in 2012), and lower unit labor cost (by 23.16% lower than large firms in 2012). Micro enterprises (0 to 9 employees) seem to perform better in capital productivity and unit labor cost, but fare worse in labor productivity. As expected, SOEs have lower productivity (labor and capital) and higher unit labor cost when compared to other firms (Table 8 and Figure B4 in the Appendix B). In 2012, labor and capital productivity of private firms was 69.4% and 125.69% higher than SOEs, respectively. This gap between private firms and SOEs is widening over observed time period. 
Firm dynamics and productivity growth: 2008-12
At the aggregate (and industry) level, productivity growth results from the combination of three main components. First, the within component accounts for the productivity gains taking place within existing firms. Second, the reallocation component measures the productivity growth coming from the reallocation of labor and capital (and inputs, more generally) across existing firms. Third, the net entry component reflects the productivity growth resulting from the entry of new, more productive firms and the exit of obsolete ones.
While productivity growth is largely driven by the continuous process of restructuring and upgrading by existing firms 15 ,the entry of firms and the exit of obsolete units -captured by the net entry (or firm churning) effect -also plays an important role. This component is key for business dynamism and economy growth as it drives the "creative destruction" process which facilitates innovation or new technology adoption, helping to shift resources from less productive units to more productive ones.
Entrepreneurship: High growth firms and gazelles
When dealing with firm dynamism and the intrinsic creative destruction process, one important feature to shed light on is entrepreneurship, as this is a fundamental driver of growth and development. Figure 3 below displays the relationship between firm entry density (measured by the average annual number of new limited liability firms registered per 1,000 working-age people during 2008-12) and the level of economic development (measured by the average per capita income for the same period) across 117 countries. As expected entry is positively associated with GDP per capita, but Croatia's rate of entry density is substantially below what would be predicted by its income level. This result contrasts with some ECA peers -as Macedonia, Bulgaria, Romania and Hungary -that are located above the predicted line. Also important is the entry of high growth enterprises and the subset of gazelles. Using the OECD definition, "High-growth enterprises" (HGE) are enterprises with average annualized growth in employees (or in turnover) greater than 20% a year, over a three-year period, and with ten or more employees at the beginning of the observation period". The special case of a HGE is a so called gazelle; gazelles are the subset of HGE which are up to five years old.
These types of firms are of particular importance for two reasons. First, by their extraordinary growth these firms can make the largest contribution to net job creation, despite typically representing a small proportion of the business population. Recent studies have alerted policy makers to the importance of high-growth firms as job creators; see Henrekson and Johansson's (2010) for a survey. Second, they are also recognized as an important source of innovation. Because their success often comes from innovation -such as product or process, or innovative approaches to marketing/distribution/organization, or from entering new markets -these types of firms (and in particular gazelles) outperform average industry growth in a Schumpeterian sense; they combine existing input factors in a new way and thus produce an innovation that enables them to outperform the market. 
Entry, exit, survival and contributions to productivity growth
While the previous section has pointed some evidence of a lack of dynamism in the Croatian economy, this section aims at complementing the analysis by shedding light on the links between productivity growth (proxied by TFP growth) and firm dynamics.
In light of methodology used by Geishecker, Gorg and Taglioni (2009) we introduce a two-step approach. First we identify groups of entering, surviving and exit firms. Second, we calculate the contribution of each of those groups to aggregate domestic productivity change.
Based on our final sample from FINA data, as defined in Section 2, we identify four groups of firms: surviving firms (S), new "start-ups" (NSU), new "big-entries" (NBE) and exit firms (X). In this sense, surviving firms are those that were active in both years 2008-2012 while exit enterprises 16 were active only in 2008 17 . New "start-ups" are those firms with date of incorporation later than 2008 which were sampled only in 2012. Finally, new "bigentries" are firms which were incorporated prior to 2008, were active in both 2008 and 2012, and sometimes within that period they grew in size until they reached 50 or more employees. Table 9 summarizes the entry and exit rates in Croatia in a 5 year period (2008 -2012) . Entry and exit rates for international peers are also presented for benchmarking purposes. Healthy market economies exhibit high rates of firm entry and exit, which indicates an intense process of creative destruction, whereby a significant number of business startup or close their operations (see Foster et al. (2001) and Bartelsman et al. (2009) for more evidence). Against this backdrop, evidence presented in Table 10 suggests that Croatia seems to be a less dynamic economy when compared to ECA peers.
In these comparator countries, between 9 and 18 percent of all firms are new to the market on average every year. In Croatia, this rate is only 5.5 percent when considering the real entry firms, i.e. the "start-ups" (the rate is 8 percent if we super estimate the entry process by including also the firms that have transitioned from micro/small to medium sized companies in the 2008-12 period). The lagging performance of Croatia is even more pronounced when it comes to exit process. While in Croatia 6.5 percent of total firms leave the market on average every year, exit rates in comparator countries vary from 7 to 26 percent on average. When looking at net entry rates (entry minus exit) two interesting results emerge. First, a common pattern across countries is that the net entry is far less important than the gross entry and exit of firms which means that changes in total number of active firms are generally small despite gross entry and exit. This confirms previous findings from the empirical literature (see Bartelsman et al., 2009 , for instance) and suggests that the entry of new firms in the market is part of a process of search and of experimentation (rather than a response to sub or supra normal profits). 18 The second emerging results is that while in some 16 Firm, however, might still exist without doing any business activities 17 In the data set there are 160 companies for which the financial data in 2012 is missing, which would classify them as "exiters". However, to make sure this is not caused by incompleteness in the FINA data, we checked all these companies by hand using other sources of information like Poslovna Hrvatska and web pages of various business associations. Consequently 51 companies were discovered to have been still active in 2012, and therefore were moved from "exiters" to "survivors".
countries (as Bulgaria, Latvia, Poland, Slovenia and Slovakia) firm entry largely outpace firm exit, which is essentially related to a process of transition to market economies, in other countries, Croatia included, the exit rate is higher than entry. This reinforces the perception that Croatia is a stagnant economy with a reduced "creative destruction" process, and reduced innovativeness, which in turn has negative effects for export diversification. ("start ups") ("big entry")
Source: World Bank staff elaboration based on FINA data (for Croatia) and Eurostat data Note: For all countries except Croatia, values are averages of Eurostat data for 2008-11 period. Eurostat yearly measure of entry rate is defined as: number of enterprise births in the reference period (t) divided by the number of enterprises active in t. Yearly exit rate is defined in Eurostat as number of enterprise deaths in the reference period (t) divided by the number of enterprises active in t. For both entry and exit rates from Eurostat the sector coverage is "Business economy except activities of holding companies.
When it comes to firm dynamics within Croatia, it becomes evident that firm dynamic pattern varies more across sectors than across regions. In terms of regions, net entry effects are negative for both Continental and Adriatic regions and quite similar in magnitude (Table  10) . On the other hand, variation within sector is higher and revealing. Table 11 shows that apart from mining and quarrying industry -where exit exactly cancels entry effect -the sector presenting the largest flow of firm entering is services, where 7.58 percent of firms are new to the market on average every year. Except for construction, all sectors show a negative net entry effect ("start up" entry minus exit), but again, services is the sector where this process seems to be less prominent. However, some exceptions within service sector are worth acknowledging. Table 10 presents entry and exit rates across 6 main sub categories within services -as defined by Eurostat -according to knowledge intensity, as follows: Knowledge-intensive (KI) market services; KI high-tech services; KI financial services; other KI services; less KI market services and other less KI services. The churning rate for KI high tech services (such as telecom, computer related activities, R&D activities, etc.) is highly positive, which is expected given these are notably young activities with strong innovative driver. Other less KI services also present a high and positive churning rate, however the low knowledge content of this type of activities (proxied by personal services, for instance) points to a worrisome trend. To what extent is the firm churning process in Croatia productivity enhancing? In order to answer this question we estimate the aggregate TFP change for the period 2008 -2012 by using Equation 2, where π i,t denotes the firm i's productivity (natural logarithm of TFP or labor productivity) in year t, θ ij,t is the share of firm i in total employment (turnover) of a NACE Rev.2 code 1 digit sector j in a given year t, and ΔΠ t denotes aggregate productivity (TFP or labor productivity) change between 2008 and 2012. Variables on the right hand side of Equation 2 stand for the contribution of each group of firms to the overall productivity change: the first term denotes the overall growth contribution of surviving firms, while the second term represents the growth contribution of new market entries as "start-ups"; similarly, the third term denotes the contribution of market entries as "new bigs" while the last term represents the growth contribution of market exits. 
i∈X For values of t ∈ {2008, 2012}, θ ij,t for employment weighting is calculated as:
The exit effect is always positive; it has however a negative sign in the overall decomposition as it needs to be discounted from the entry effect.
where l i,t is the employment of firm i in time t. In addition to weighting by employment, in the Equation 2 we can also weight by turnover. In that case instead of θ ij,t we use µ ij,t , t ∈ {2008, 2012}, which is defined in the following way:
where τ i,t is the turnover of firm i in time t.
20 This basic decomposition is afterwards extended by adding more criteria to distinguish firms by region, size, ownership, macro sector and international exposure. When looking at the right hand side components particular attention must be devoted to the net entry contribution, defined as the difference between entry and exit cohorts. As highlighted by Bartelsman et al. (2009) , examining the within country variations of the net entry effect is of particular importance for policy purposes because it may reflect a poor market structure and institutions that distort the contribution of the creative destruction process. 21 Table 13 shows the productivity decomposition according to two productivity measures and two different weighting options to compute Equation 2. Results are quite robust. Productivity shrank both in terms of labor productivity and TFP (regardless the weighting alternative). In addition in all cases the largest positive contribution comes from survivals -which is consistent with the literature -while the net entry effect (entry minus exit) is showed to be negative, as the exit effect largely outpaces the (total) entry contribution (new entry and new big entry). Further analysis and results presented are for the TFP case weighted by employment. . The greatest positive contribution comes from surviving firms (2.87), followed by start-ups (1.25) and new big entry firms (0.6). These three components taken together, however, were not enough to offset the loss in TFP due to exit firms of more than 7.59 percentage points (p.p), amounting to a total fall in TFP by 2.88 p.p. While the overall decline in TFP is not surprising, the striking result is the negative contribution coming from the net entry effect. This is contrary to what is expected: with an efficient "creative destruction" process the exit of less productive firms would contribute to raise the productivity average of those that survive. In Croatia, the net entry contribution -which captures the aggregate effect of firm churning (entry and exit) is negative, suggesting that the market is eliminating firms that are potentially productive.
20 Also important to mention is that Equation 2 was calculated only for firms for which we had observations for both 2008 and 2012 (or just 2008 and 2012 if firms are classified as exit or new start-ups, respectively), thus further reducing our sample to 1195 firms 21 On the other hand, a cross country comparison of the contribution of this effect is more challenging due to potential measurement and interpretation problems associated with firm turnover that cloud rank orderings across countries. Performing the same decomposition exercise but from a regional perspective shows that more than half of the fall in TFP (-56%) comes from Adriatic region (Figure 7) . The results also show that the largest negative contribution for productivity growth comes from net entry effect of Continental firms, which suggests that the inefficiency of market selection mechanism is more pronounced in the Continental region. Figure 8 shows the TFP change decomposition by ownership of enterprises. Some interesting results emerge. First, surviving private sector firms present the largest positive contribution. Second, the net entry effect is though negative and larger in magnitude among private firms, suggesting that market selection mechanisms are particularly inefficient for these types of firms. Third, and not surprisingly, survivor SOEs contribute negatively to productivity growth. Figure 9 shows TFP change decomposition by export status. Four categories are considered according to the export status in 2008 and 2012: firms that export in both periods, firms that did not export in none of these years; firms that transited from a non-exporter to an exporter status and firms that exported in 2008 and become non exporter in 2012. Not surprisingly, results show that that productivity growth depends essentially on export activity, as both exporters and firms that transited from non-exporting to exporter status contributed positively to overall TFP performance. shrank in productivity in the service sector was -3.93 pp, outpacing the negative performance of the whole economy (-2.88 p.p). When looking at both the survival and the net entry contributions, services sector emerges again as the main driver. First, service firms present the highest positive contribution to productivity performance among surviving firms. Second, though the entry of new service firms has showed to be largely positive, it was not large enough to compensate the negative effect coming from the exit of service firms. In this regard, the fact that the net entry effect is particularly negative for service firms suggests that inefficient market selection is particularly pronounced for service firms. A closer inspection revels however that not all service firms had a negative performance. Figure 11 presents the TFP growth decomposition across 6 main sub categories within services according to knowledge intensity, as follows: Knowledge-intensive (KI) market services; KI high-tech services; KI financial services; other KI services; less KI market services and other less KI services. Results show that some groups of services have outperformerd: KI market services (as such water, air, real state, etc.) KI high tech (such as telecom, computer related activities, R&D activities, etc.) have and other less KI services (as personal services, etc.) contributed positively to overall productivity performance of service industry. Figure 11 also reveals some untapped potential coming from entry cohorts. Contribution to productivity coming from start-ups and dynamic micro/small firms (the "new big entry") is particularly low among KI services. 
Conclusions
Countries do not export; firms do (Leighton, 1970) . Likewise, economic growth is generated at the level of individual firms. Against this backdrop and drawing on a representative sample of firms, this paper presented some microeconomic evidence on the productivity growth process in Croatia in the period since the onset of recession. Four sets of results can be highlighted.
First, there is a persistent (and increasing) heterogeneity of firm performance in Croatia along different outcome measures: evidence showed that the degree of concentration has been always high -in terms of labor productivity, followed by capital productivity and unit labor cost -and is getting even higher from 2008 to 2012. When exploring firm heterogeneity across different analytical criteria -as region, size, export orientation and ownership -and controlling for sector-level differences, results showed that: i) Adriatic region firms fare worse that Continental firms; ii) trade integrated firms have better performance than partially or non-trade integrated companies; iii) small firms perform better than large companies, with higher labor productivity and lower unit labor cost; and iv) SOEs have lower productivity ( labor and capital) when compared to private firms and this gap is increasing over time.
Second, Croatia lags behind its regional peers in terms of entrepreneurship measures, which suggests a comparative lower economic dynamism. The entry density is below what would be predicted by its income level, and its rates of high growth firms and gazelles are also below those of its ECA peers.
Third, the lack of dynamism of Croatian economy is confirmed when looking at firm entry and exit process. Evidence for developed economies suggests that healthy market economies exhibit a high pace of firm churning (see Bartelsman et al. (2009) for a recent cross country analysis). Results presented here for the Croatian economy pointed to a reduced firm dynamism when compared with ECA peers. In Croatia, only 5.5 percent of all firms are new to the market on average every year in the 2008-12 period; ECA peers present an average rate ranging from 9 to 18 percent. Croatia also lags behind in terms of exit process: 6.5 percent of total firms leave the market on average every year while exit rate in ECA peers varies from 7 to 26 percent on average. When looking at net entry rates (entry minus exit) Croatia presented negative values which indicate that exit outpaced entry in the 2008-12 period. This finding reinforces the perception that Croatia is a stagnant economy with a reduced "creative destruction" process, and reduced innovativeness, which in turn has negative effects for export diversification. There is some sector variation, however. All macro sectors have showed a negative entry effect, but services showed to be the one where this process seems to be less prominent. In addition, when focusing only on service activities there is evidence of a strong firm dynamism for both knowledge intensive services (such as telecom, computer related activities, R&D activities, etc) and other less knopwledge services (such as personal activities).
Fourth, the contribution of firm dynamism (proxied by net entry) for productivity growth in Croatia is surprisingly negative. Empirical evidence for developed countries shows that the churning process is productivity enhancing, in the sense that new business entry and the market exit of less productivity firms contribute to spur productivity average. For Croatia, evidence presented a decrease of 2.88 p.p in TFP in the 2008-12 period for the overall economy. The decomposition of this variation in contributions from survival, start-up entry, big entry and exit firms has revealed interesting results, some of them surprising. As expected, productivity growth is largely driven by survival firm performance while the entry effect is normally (but not always) positive (depending on the analytical cut). The striking result comes from the negative contribution from net entry effect. This is contrary to what is expected and suggests that the destructive creation process in Croatia has not been efficient as the market might be eliminating firms that are potentially productive. When performing this exercise across several analytical criteria, results suggest that this inefficient market selection process is more pronounced among private sector firms, Continental region firms and firms in the service sector. Again, not all service sub sectors had a negative performance however. The exercise showed also some untapped potential for productivity growth in services industry coming entry of knowledge intensive service companies.
The magnitude of costs imposed by the creative destruction process on firms is influenced by institutional and regulation configurations in both product and factor markets. In this regard, a number of general policy implications for Croatia can be listed drawing on the evidence presented here. As usual, technology-driven strategies to enhance growth among survival firms -which still accounts for the largest positive contribution to overall productivity growth in the country -should be accompanied by moves to remove restrictions that reduce the cost of entry and exit in the market. Therefore, policies that foster market contestability should be pursued, in particular those aiming at better product market regulation (as: liberalization of entry into the service sector, particularly retail and infrastructure). Financing entrepreneurship (in promising sectors!) can be also pointed as encouraging options. In addition, appropriate bankruptcy rules play also a key role by easing the exit process and allowing low-productive units to leave the market and free resources which can be better used by other firms.
While the general policy options highlighted above are not surprising and are consistent with the usual recommendations highlighted by the literature, there are still a lot to be done regarding the identification of specific policy strategies that could spur productivity growth in Croatia. An in-depth investigation on the role of policies and institutions to explain the inefficient destructive creation process in Croatia must be developed. In this regard, potential areas for further investigation include the state aid system, particularly at the sector level to investigate possible distortions in terms of vertical aid, and product market regulation for services. Preliminary evidence suggests there is a still pervasive economy-wide system of product market regulation in Croatia. For instance, total state aid (excluding aid to railways) granted in Croatia in 2011 amounted to 2.47% of GDP 22 ; which is much higher than the average for EU 27 in the same period (0.51% of GDP). 23 In addition, the perception of intensity of local competition in the Croatian economy is well below the regional peers (see WEF data for 2011-12 Appendix B -Firm heterogeneity Figure B1 . % difference to Continental region average (controlling for within 2 digit sector differences) Figure B2 . % difference to "Exporters and Importers" average (controlling for within 2 digit sector differences) Figure B3 . % difference to large firms (>=250) average (controlling for within 2 digit sector differences) Figure B4 . % difference to "SOEs" average (controlling for within 2 digit sector differences) Figure C2 . Share of high growing firms* and gazelles** among all firms with 10 or more employees, by year and region * No. of high growing firms, N 2010 =13, N 2011 =6, N 2012 =9 ** No. of gazelles, N 2010 =2, N 2011 =2, N 2012 , 2010: N 1 =1, N 2 =2, N 3 =0, N 4 =0, N 5 =6, N 6 =0, N TOT =9; 2011: N 1 =0, N 2 =2, N 3 =0, N 4 =0, N 5 =3, N 6 =0, N TOT =5; 2012 : N 1 =0, N 2 =1, N 3 =0, N 4 =0, N 5 =6, N 6 =0, N TOT =7 * No. of high growing firms, 2010 2011: N 1 =0, N 2 =0, N 3 =0, N 4 =0, N 5 =2, N 6 =0, N TOT =2; 2012: N 1 =0, N 2 =0, N 3 =0, N 4 =0, N 5 =2, N 6 
Appendix D -Firm decomposition and productivity
This section mimics analysis in section 4.3, but uses labor productivity instead of total factor productivity as productivity metric. 
